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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor
Problems of Related Corporations
Invariably, when considering taxation of 
related corporations, Sections 1561, 1562, and 
1563 of the Code are the first concern of the 
tax practitioner. A detailed discussion of these 
sections has no place in the Tax Forum, but 
certain problems common to all related entities 
should be reviewed here.
At the outset, determination of component 
members of a controlled group requires meticu­
lous effort on the accountant’s part to be as­
sured that all relationships have been un­
covered. Some common examples of corpor­
ations that may be overlooked are the follow­
ing:
Dormant Corporations
Frequently when corporations no longer 
function as initially planned they become in­
active. There is a tendency on the part of the 
owners, however, to retain the corporate shell 
in the event it may prove a useful medium at 
some future date. With the passage of time the 
corporation is forgotten, but must be considered 
when elections under Sections 1561 and 1562 
have to be made.
Due to timing, new corporations can be over­
looked at year end. An example of this would 
be the organization of “Subsidiary Corp.” by a 
Parent company sometime in December. No 
stock is immediately issued, no officers are 
elected and no business is done until the latter 
part of January. If the Parent is on a calendar 
year basis, as of December 31 “Subsidiary 
Corp.” is a component member of the con­
trolled group and appropriate elections have 
to be made.
Dispositions
Whenever the sale of a subsidiary is con­
templated, it is tremendously important to as­
certain whether that company is a component 
member of the controlled group, despite the 
fact that it will not be a member on December 
31, the governing date for such determination. 
In accordance with Reg. 1.1563-1(b)(4) if 
a corporation is a member of a group for at 
least one-half of the number of days in its 
taxable year which precede December 31, it 
retains such status for that particular year. 
Thus, if S Corporation with a fiscal year ending 
June 30, 1966 is disposed of on October 15, 
1965, it is still a member of the group. It was 
a member of the group from July 1 to October 
15, 1965, or 107 days out of the 183 days 
beginning with July 1 and ending December 
31, 1965. Under these circumstances it is man­
datory that the contract of sale contain terms 
to the effect that the company will consent to 
any elections under Section 1561 or 1562 in 
that year.
Subchapter S Corporations
Although Subchapter S corporations are ex­
cluded members of a controlled group, the pos­
sibility of termination of their status by the 
Treasury Department must be considered. In 
our October, 1965 Forum the Old Virginia 
Brick Co. case was discussed. Here ownership 
of stock in a. Subchapter S corporation was 
imputed to a trust by the Treasury Depart­
ment and its status automatically terminated. 
Similarly, status has been terminated in cases 
where stockholder’s loans were deemed a sec­
ond class of stock. In all these instances the 
potential problem can be solved by a retro­
active election under 1561 and 1562.
Special Cases
For one reason or another stock is frequently 
registered in the name of a nominee. In cases 
where the investment is recorded on the parent 
company’s books no problem arises, as the ac­
countant is on notice of the existence of the 
company. There may be instances where such 
is not the case, and it then becomes a matter 
of probing for the information.
Too often the existence of a controlled group 
is overlooked by virtue of the fact that the 
common parent is, by definition, an excluded 
member. A foreign corporation not engaged 
in trade or business in the United States is 
subject to taxation under Section 881 of the 
Code. Suppose this corporation has Subsidi­
aries A and R which are domestic corporations 
subject to our normal and surtax liabilities. As 
between A and R there is no controlled group; 
but, by virtue of the foreign parent (an ex­
cluded corporation) they are subject to Sec­
tions 1561 through 1563, and must make ap­
propriate elections.
Since the promulgation of Sections 1561, 
1562, and 1563 taxpayers have been governed 
by temporary rules, proposed regulations and 
final regulations. In the case of all taxable 
years that include December 31, 1964 and 
subsequent periods the final regulations govern. 
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It would be well at this time to review returns 
filed for those periods to determine that all 
elections have been validly made. Any deficien­
cies can then be remedied within the statu­
tory period.
While on the subject of elections there are 
certain statutory limitations upon related cor­
porations where controlling dates are most im­
portant. As previously stated, December 31 is 
the controlling date when apportioning the 
$25,000 surtax exemption under Section 1561 
and the multiple surtax election under Section 
1562 of the Code. In the case of the $25,000 
limitation of investment credit the apportion­
ment is as of the last day of the parent com­
pany’s tax year. On the other hand, apportion­
ment of the additional first year depreciation 
under Section 179 of the Code is based on the 
years of the members of the group ending with, 
or within, the parent’s tax year.
While the controlled corporation sections of 
the Code are of paramount importance, there 
are many other tax aspects which should be con­
sidered. The 1964 Revenue Act has given rise 
to new problems that are apt to be overlooked 
upon first exposure to the Act. One of these 
is unintentional dividends. Prior to enactment 
of Sections 1245 and 1250 of the Code it was 
common practice for related corporations to 
transfer fixed assets to one another at their 
net book value. If the fair market value of these 
assets is in excess of that value, the Treasury 
Department may adjust in accordance with the 
recapture provisions; and, at the same time, 
characterize the bargain transfer as a dividend 
over to the recipient corporation.
When purchasing used Section 38 property, 
credit may be taken up to $50,000 of the 
purchase price in any one year. In the case of 
an affiliated group (which contemplates more 
than 50% stock ownership) the $50,000 must 
be apportioned among the members of the 
group on the ratio of used property purchased 
by each, to total used property purchased by 
the group. The danger here is that if a Sub­
chapter S corporation is a member of the group 
it is frequently overlooked in the apportion­
ment calculation, because of its nontaxable 
status. This credit flows through to the indivi­
dual stockholders, but is based on apportion­
ment at corporate level.
Only a very few of the problems of related 
corporations have been touched upon here, 
but the basis of their selection is the frequency 
with which they occur, regardless of the size 
of operation. It is hoped that attention has 
been called to the necessity of the accountant 
giving thought to the many problems inherent 
in the existence of an affiliated group.
Problems of Profit Determination
Encountered by Government Contractors
(continued from page 4)
For instance, assume a contract for pro­






Performance 1,050 MPH 1,000 MPH 990 MPH 
Cost $80 Million $100 Million$140 Million 
Schedule 27 Months 30 Months 33 Months
Incentives
Performance $6 Million $2 Million 0
Cost 7 Million 5 Million $0 Million
Schedule 1 Million 0 Million - 1 Million
$14 Million $7 Million -$1 Million
In this case if target is achieved on every­
thing, the fee will be $7 Million. The fee could 
be increased to $14 Million if the maximums 
were reached on all incentives or fall as low as 
a negative $1 Million.
It now becomes apparent that the contractor 
may have some trade-off choices. He may have 
produced the airplane at a cost of $80 Million 
within 27 months and have achieved a per­
formance of 990 MPH, thus making him en­
titled to a fee of $8 Million. He may decide 
that by spending an additional $20 Million in 
another six months, he can increase the per­
formance to 1,050 MPH and thereby achieve 
the maximum product performance fee. In this 
case his fee would be as follows:












He would have increased his fee by $2 Million. 
The trade-off choices shown above are possible 
under the contract. However, government con­
tractors must keep foremost in mind that the 
best possible product, at the lowest cost, must 
be delivered on time.
It is easy to see that the incentives are inter­
woven and must be considered together in 
order to compute the final profit which will be 
realized on the contract. The accountant’s task 
thus becomes complex, for not only must he 
obtain engineering and production estimates of 
cost to complete the contract; but he must 
also obtain estimates of time and performance. 
Having obtained the estimates, he must review 
them before making a decision of how much 
fee to accrue.
D.L.B. (concluded on page 14)
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